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This paper sets out to analyze the determinants of foreign direct investment (FDI) inflow in 
20 cities in different regions of China. The paper studies through the extensive review of past 
research and identifying key determinants of FDI in China from 1992 to 2005. The approach 
used is the development of a regression model and empirical findings to identify significant 
determinants of FDI by region in China. 
As developments continue to take place, FDI inflow in China has been unevenly distributed. 
This paper examines potential determinants of FDI inflow in 20 cities in different regions of 
China using a regression model analyzed from the previous studies. The paper also includes 
the FDI theories that prove the determinants of FDI do exist and be taken into consideration 
when we choose a city in China for investment. The specific focus is on 2002, as it is the first 
full year after China's accession to the World Trade Organization and the first year in which 
China exceeded the USA in attracting FDI. From this initial study, one can conclude that the 
government should consider encouraging capital-intensive FDI through the further 
development of a skilled workforce. This means increasing funding for higher education and 
infrastructure, while also encouraging more openness in state-owned enterprises. This paper 
sets up further research that may help expose regions with greater potential for FDI. 
 Moreover, the study also provides evidence that GDP that substitutes for the market size and 
potential are shown to be a big attraction for FDI. Labor quality and the progress of reform or 
the degree of openness are also important determinants of the distribution of FDI. There is 
some evidence that high labor cost deters the inflow of FDI and the level of infrastructure has 
effect to FDI. Therefore, these results have important implications for both the policy makers 
and foreign investors, as they can be useful in helping the authorities to allocate funds and 
resources, which will help, attract FDI. 
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DETERMINANTS OF FDI INFLOW IN DIFFERENT CITIES & 
PROVINCES OF CHINA 
1. Foreign Direct Investment in China  
 
1.1. Background of Foreign Direct Investment in China 
 
Foreign investment in China has a long history. In 1978 the Chinese government decided to 
allow foreign direct investment into China.  Since 1979, when the Sino-foreign joint venture 
was established, 389 to 549 foreign-invested enterprises (FIEs) have been approved by the 
Chinese government with a contractual value of USD 692 billion and a paid-in capital of 
USD 393 billion at the end of 2001 (China State Statistics Bureau in 2002). Beginning in 
1994, China emerged as the largest recipient of FDI among developing countries. In five 
consecutive years after 1993, China was the second ranked country in the world after United 
States in terms of attracting inward Foreign Director Investment. (MOFTEC, 1998, Table 1.1). 
From the late 1970s, when China initiated its economic reforms and open-door policy to the 
onset of the year 2001, China has drawn increasingly large shares of worldwide foreign direct 
investment (FDI) flows (See Figure 1.1). FDI has been developed in fast pace. FDI inflows 
into China from 1979 to 1999 amounted to USD 306 billion, equivalent to 10 percent of FDI 
worldwide and 30 percent of the investment for all developing countries (OECD 2001). An 
American credit-rating agency projected that 2005, annual FDI in China will reach USD 100 
billion (Shenzhen Commercial, 1999). According to the figure below, it is around USD 72 
billion.  
 
Figure 1.1: FDI inflows to China, 1990-2005 (In Billions of US Dollars) 
 
 

















































“Opening up” policy initiated, allowing foreign trade and investment 
Decision to turn collective farms over to households 
Township and villages enterprises (TVEs) given stronger encouragement 
Special economic zones created 
Self proprietorships of small firms( geithu) encouraged, Statement of party leader Deng Xiaoping on this 
reform: “To get rich is glorious”  
Provisional bankruptcy law passed for state owned enterprises 
Compulsory schooling raised from 5 to 9 years 
Stock exchange started in Shenzhen 
Decision to establish a “socialist market economic system”. Statement of party leader Deng Xiaoping on 
this reform: “It doesn’t matter if the cat is black or white, so long as it catches the mice” 
Company law introduced 
Renminbi begins to be convertible on current account; multiple exchange rates ended 
Full convertibility to current account transactions 
 Plan to restructure state-owned enterprises begins 
 Constitutional amendment passed that explicitly recognizes private ownership 
 China accedes to the World Trade Organization (WTO). It applied in 1986. 
 Communist party endorses role of the private sector, inviting entrepreneurs to join 
 Constitution amended to guarantee private property rights 
 Renminbi no longer pegged to US dollar; switch to dirty floating 
 Authorities decide to allocate. 
Sources: OECD (2005a) and own additions 
 
Table 1.1 - FDI flows to the top ten recipient developing countries (In billions of US dollars) 
 
Country 1991 Country 1994 Country 1997* 
Mexico 4.7 China 33.8 China 37.0 
China 4.3 Mexico 11.0 Brazil 15.8 
Malaysia 4.0 Malaysia 4.3 Mexico 8.1 
Argentina 2.4 Peru 3.1 Indonesia 5.8 
Thailand 2.0 Brazil 3.1 Poland 4.5 
Venezuela 1.9 Argentina 3.1 Malaysia 4.1 
Indonesia 1.5 Indonesia 2.1 Argentina 3.8 
Hungary 1.5 Nigeria 1.9 Chile 3.5 
Brazil 1.1 Poland 1.9 India 3.1 
Turkey 0.8 Chile 1.8 Venezuela 2.9 
Top ten share in 
FDI to all 
developing 
countries (% ) 
74.2  76.1  72.3 
*. Preliminary 


















1.1.1.  Three stages of Foreign Direct Investment Development 
 
Foreign direct Investment (FDI) in China has grown dramatically over the past two decades, 
since China initiated its open door policy in 1979. There are three distinct developmental 
stages of FDI to observe (Sun Quan et. al, 2002) (See Figure 1.2 and Table 1.2).  
 
Figure 1.2: World FDI inflows to China  
Quantitative Development of Actually Realized FDI in China 1979-2003  
 
 
     Source: Ministry of Commerce, The People’s Republic of China 
 
The first stage started in 1979 when a new law, The People’s Republic of China on Join 
Venture Using Chinese and Foreign Investment, was issued by the Chinese government.  In 
the following year, four special economic zones (SEZs) were quickly set up on the southeast 
coast, offering preferential treatment to joint venture.  In 1984, 14 more coastal cities and 
Hainan Island were opened to foreign investment.  During this stage, the inward of foreign 
investments in China was slow, and concentrated on small assembling and processing 
factories.  
 
In 1986, the Chinese government promulgated the People’s Republic of China (PRC), Law on 
Foreign Enterprises, which marked the beginning of the second stage of FDI development.  
Starting from a very small base, China experienced double-digit or triple-digit annual growth 
of FDI from 1979 to 1988 and received a total of USD 12.05 billion actual FDI during this 
period.  In contrast during the first stage, over 70 percent of FDI projects were involved in 
some phase of manufacturing.  
 
In 1992, foreign direct investment (FDI) in China began the third stage. FDI in China has 
undergone a rapid growth since then.  FDI surged by 150 percent to USD 11 billion in 1992, 
and was just slightly lower than USD 12.05 billion, the total realized FDI in the entire first 
stage of. It surged another 150 percent in 1993 and maintained the double-digit growth, 
reaching USD 27.5 billion.  This figure was even higher than the total of realized FDI into 
China from 1979 to 1991.  In 1994 and 1995, the inflows of realized FDI reached USD 33.77 















surpassed four times over. Thereafter, foreign enterprises are the fastest growing form of FDI 
in 1990s.  The average capital size of FDI has increased, with the main focus shifting to large 
infrastructure and manufacturing projects.  
 
Due to the reverse influence of the Asian Financial Crisis in 1997, the growth rate of FDI 
inflows into China began to decline in 1998, and the downturn continued into 2000. But later 
with China entering into the World Trade Organization (WTO), it likely sparkled another 
round of FDI inflows loc curved in 2001.  In the meantime, the Chinese government has 
promised to open more of its service industries to foreign investors, especially in areas like 
the financial sector, insurance, telecommunication trade and tourism.   
 
As a result, since 1993, China has become the second largest FDI recipient in the world after 
United States and the single largest host country among developing countries (See Figure 1.2).  
 
1.1.2.  Characteristics of Foreign Direct Investment in China 
 
There are several characteristics of FDI in China.  Fist, investments concentrate on the 
secondary industries like manufacturing, utilities, and property development.  Between 1979 
and 1998, the numbers of foreign enterprises in this sector were up 75.76 percent with 
investment capital taking up 62.18 percent of the total (Economic Times, 1999). 
 
Figure 1.3: Inbound FDI flows by sector in China (In billions of US dollars) 
 
 
Source: National Bureau of Statistics of China (2002-2007) 
 
Second, foreign investment flows mainly from Asian countries. Over 80 percent of total 
foreign capital comes from Hong Kong, Taiwan, Japan, Korea and other Southeast Asian 
countries (Foreign Investment in China 1999). 
 
Third, FDI is unevenly distributed across provinces within China. The provinces in China are 
officially classified into three regions: Eastern or Coastal, Central and Western. From 1985 to 















while the Central and the Western regions together only received less than 15 percent (OECD, 
2000). 
 




1.1.3. Significance of Foreign Direct Investment in China 
 
In China, FDI has significant impact on its trade flows. China’s trade volume (import and 
export) relative to GDP rose from 15.4 percent in 1981 to 26.6 percent in 1995. During the 
same period, exports by foreign-invested enterprises (FIEs) grew at an annual rate of 63.3 
percent.  In the coastal region, the contribution of FIE is even more significant (Sun Qian.et.al, 
2002).  
 
Over the past decades, FDI became well-established in China’s economy and the activities of 
foreign –investment enterprises (FIEs) came to assume increasing importance in capital 
formation, labor training, technology transfer, international trade and in accelerating the 
transition of China from a planned economy to a market economy.  
 
In a period of only 20 years, FDI has become an important driving force in the economic 
development of China and has been a crucial factor contributing to the 10 percent annual rate 
of economic growth that China has achieved for most of the 1990.  
These flows of FDI play and will likely continue to play, a key role in the integration of China 
into the world economy. The future of Chinese economic development is closely related to FDI 
activities. It was expected that FDI would have another boom after China enters the WTO and 
it did in November 2010. Given such a long period of negotiation, virtually every aspect of 
China's entry into GATT and WTO was discussed. The major economic benefits China is 
expected to derive from its WTO membership are stability in external economic relationships, 



















1.2. Statement of Problem 
 
Foreign direct investment (FDI) is commonly seen by economist and policy makers as a 
premier agent. Not only of globalization, but also economic growth and development because 
FDI is a form of international capital movement accompanying varying degree of control and 
technology.  FDI has thus become one of the most sought-after capital resources in the global 
economy, the object of enormous investments of time and resources by policy maker who wish 
to attract it and the subject of enormous amount of research and debate concerning its nature 
and impact (Wilson Tong, 1990).  
 
It is not surprising that the role of foreign direct investment in the People’s Republic of China 
(PRC) provides fertile ground for studying dynamics of FDI and globalization. China has been 
attracted large amount of FDI over the last decade. FDI flows in China have increased 
dramatically and been integral part of the impressive economic growth in the country in recent 
years.  
 
However, among China’s thirty provinces, the magnitude of FDI inflow into each individual 
province differs greatly.  The provincial distribution of FDI inflows into China has been very 
uneven. Most of the FDI that has found its way into China is concentrated in coastal areas. 
 
According to economic development levels and geographical locations of provinces, the 20 
provinces are officially classified into three geographical regions: the Eastern (Coastal) region, 
the Central and Western region. The reason for the division into regions is primarily for 
comparing the regional difference and dynamic changes in attracting FDI inflows.  In the 
1980s, upward of 90 percent of foreign investment was made in coastal region and the general 
trend remains the same in 1990s.  The coastal provinces account for nearly 90 percent of the 
accumulated volume of FDI in China, while the central region and western region FDI 
accounts for less than 15 percent of total.  As a result the coastal region provinces have 
overwhelmingly dominated the other two provincial groups for the entire period. As table 1.5 
indicates, the distribution of FDI among regions and provinces, which are the main recipients 
of FDI in China.   
 
Region No. of Project Share % 
Contractual 
Value Share % 
Realized 
Value Share % 
East 292,561 80.40 5,835.73 86.31 2,988.72 85.80 
Central 44,580 12.25 516.49 7.64 305.92 8.78 
West 26,744 7.35 408.76 6.05 188.82 5.42 
Total 363,800 100 6,760.97 100 3,483.46 100 
Source: MOFTEC FDI Statistics 
 
The growing gap of FDI inflows among these three regions has occurred as a result of different 
geographical characteristics. The location determinants of China are very important factor that 















description of the provincial distribution of FDI has clearly revealed the uneven FDI 
distribution among China’s 30provinces. This knowledge about the unequal FDI distribution 
across China has motivated the researcher to try to find out the empirical factors affecting the 
regional foreign investment in China. 
 
Therefore, the research problem statement was: 
“What are the determinants of FDI inflows in different provinces of China?”  
 
1.3. Objectives of the Research 
FDI is the primary agent of economic growth and development. Study of FDI can help us 
understand the factors that are important to attract foreign investments in differences cities and 
provinces in China.  This introduction has prominently highlighted the main purpose and theme 
of the present research study.  It aims to study the determinants affecting FDI inflow in China.  
The present analysis focuses upon the spatial and temporal variation in FDI among China’s 
20cities. 
The specific objectives of the study are identified as:  
• To examine various factors affecting FDI inflow to individual provinces across China 
• To understand that the dominant factors can enhance FDI inflows. 
 
1.4. Scope of The Research 
The empirical study is conducted to examine the determinants that influence FDI in the cities 
and provinces across China. The six variables will be investigated that are market size, degree 
of openness, labor cost, general level of education, transportation infrastructure and policies 
position. The study focuses on FDI increases during the booming stage in China during 1992 to 
2005. All the data has been obtained from various issues of China Foreign Economy Yearbook 
and the China’s Statistical Yearbook (National Bureau of Statistics People’s Republic of China) 
various editions were used to compare the determinants of FDI across China. 
1.5.  Limitation of The Research 
Our study has several limitations that deserve further investigation. First, the importance of 
determining factors may change over time. Similarly, the location determinants of foreign 
direct investment may differ by industry. Furthermore, due to data limitation, we were not able 
to consider the effect of FDI policies, tax incentives, cumulative FDI, and foreign portfolio 
investment to FDI in China. Since the present study is conducted by examination of few FDI 
determinants in individual provinces across China in association with certain variables of 
market size, degree of openness, labor cost, general level of education, transportation 
infrastructure and policies position, it does not consider other factors such as domestic 















Although there are numerous other topics which are worth researching further, the current 
results do carry an important policy implication in that they highlight that provincial officials 
have more to do to encourage domestic-market oriented and capital-intensive FDI in the future. 
FDI that seeks markets aremore likely to occur if economic reforms go even further and if the 
government opens more markets to foreign investors. Furthermore, the government should 
provide more financial support for education to enhance the labor quality and to improve the 
skill level of laborers. The present study is conducted in a specific time period 1992 up to 2005; 
therefore, its finding may not be generally applied without considering specific features of 
different time periods. 
Finally, we believe corruption and the effects of bureaucratic red tape are also important 
deterring factors of FDI. A future study would seek to determine if the same relationships exist 
between the variables for a longer period of time. 
 
1.6. Significance of The Research 
This research focuses on the determinants that influence FDI in each province across China, the 
bulk of which has been directed to regions along the coast.  Factors affecting the location FDI 
can provide guidance to policy makers in identifying the obstacles that some provinces must 
overcome to improve the investment environment for FDI inflows. The researcher attempts to 
increase understanding of issues, because it may provide guidance to the policymaker in 
identifying the key macroeconomic variables correlated to FDI inflows and foreign trade.  
This research proved implication to both policy makers in China and foreign investors 
interested in Chinese market.  Specifically, provincial officials have to improve the investment 
environment. Other wise, foreign firms may choose to invest in provinces with fewer FDI 
competitors.  This study provides evidence of the importance of FDI across provinces and 
recommends that the provincial officials should care of all variables discussed in this research.  
1.7.  Terms of Definition 
 
Foreign Direct Investment (FDI): is a category of international investment made by a resident 
entity in one economy (direct investor) with the objective of establishing a lasting interest in an 
enterprise resident in an economy other than that of the investor (direct investment enterprise). 
“Lasting interest” implies the existence of long-term relationship between the direct investor 
and the enterprise and a significant degree of influence by the direct investor on the 
management of the direct investment enterprise. Direct investment involves both the initial 
transaction between the two entities and all subsequent capital transaction between them and 
among affiliated enterprises; both incorporated and unincorporated (Fontagne, L. 1999). The 
establishment or expansion of operations of a firm in a foreign country. Like all investments, it 
assumes a transfer of capital (Czinkota Ronkainen, 1999). 
 
Foreign-invested enterprise (FIE): A direct foreign investment enterprise is an incorporated 
or unincorporated enterprise in which an investor residing in another economy owns 10 % or 















(for an unincorporated enterprise) (European system of accounts 1995). The State Statistic 
Bureau classifies so-called foreign invested enterprises (FIEs) in China as being an equity joint 
venture, a cooperative joint venture, a wholly owned enterprise, a joint exploration or a 
cooperative development (Michael Thorpe, 2002). 
 
Foreign investor: is an individual, an incorporated or unincorporated public or private 
enterprise, a government, a group of related individuals, or a group of related incorporated and 
/or unincorporated enterprises that has a direct investment enterprises (That is, a subsidiary, 
associate or branch) operating in an economy other than the economy or economies of 
residence of the foreign direct investor or investors (Fontagne, L. 1999). 
 
Joint Venture: Are created when two or more firms agree to work together and create a jointly 
owned separated form to promote their mutual interests (Griffin and Pustay, 1996).  
 
Multinational Enterprise (MNE):  An enterprise, which owns (in whole or in part) control and 
manages income-generating assets in more than one country (Hood and Young, 1979).  
 
Open-door policy:  Adopted in 1978 by the Chinese government, this development strategy 
marked a direct reversal of the economic isolationism practiced during much of the Maoist era. 
With this policy, China’s leaders sought to accelerate economic growth via foreign direct 
investment and technology transfers (Asia Society, 2003).  
 
Special Economic Zones (SEZs): It’s a Chinese term for export zones, established by the 
People’s Republic of China (PRC) to encourage foreign investment in China. A policy 
instrument to facilitate the process of economic transition and development as well as the 
relevant policy issues (China Foreign Economy and Cooperation 1980).  
 
State-owned Enterprise (SOEs): Large industries enterprise exclusively owned and operated 
by the government (Asia Society 2003).  
 
Three main regions: Refers to China’s three major geographical regions of the east (coastal), 
the central and western region. 
 
Wholly-owned company: Subsidiary which is owned entirely by its holding company.  
Subsidiary is a company for which a majority of the voting stock is owned by a holding 
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